
www.pwc.com/us/centerforboardgovernance 

 

 

Board oversight  
of risk: 
Defining risk appetite 
in plain English 

 
May 2014 



 

Defining risk appetite 2 

 

Defining risk appetite in 
plain English 

Risk oversight continues to be top-of-mind for directors. One area that’s particularly 

important for boards to better understand is the company’s risk appetite.  

Risk appetite should be at the center of the company’s overall strategy and risk 

management programs. It is not a new concept but one that can be confusing. Often 

there is incorrect use of the terminology and uncertainty as where to begin 

discussions on the topic. This confusion can lead to an informal approach for defining 

a company’s risk appetite. This in turn can result in the company’s risk appetite 

remaining static instead of evolving with the strategic and business changes that 

occur. 

Almost all directors (95%) believe their board has at least a moderate understanding 

of their company’s risk appetite.1 But for many this understanding may be implicit if 

the company’s approach to defining its risk appetite is informal.  

Many view risk appetite as a topic to be addressed by simply developing a risk 

appetite statement. And many companies never develop a practical risk appetite 

statement because they believe the cost and difficulty of developing it will outweigh 

the tangible benefits. However, risk appetite should be much more than a policy 

statement. It should be derived from a robust ongoing process that can help a 

company understand and manage its exposures and make appropriate risk-based 

strategic decisions. 

A risk appetite process can provide greater clarity of the risks that the company wants 

to assume and a better understanding of the relative tradeoffs between risks and 

returns. The risk appetite discussions and process can help drive appropriate 

decisions about capital allocation, investments, and acquisitions. Today, far too many 

strategic decisions are made with an incomplete understanding of risks and the 

company’s capacity to manage those risks. 

Risk appetite discussions can help management create a consistent message for 

various stakeholders and help boards better understand management’s attitudes 

toward risks. Regulators and investors are currently asking for more transparency in 

this area. Companies in some industries, such as banking and financial services, are 

required to have a risk appetite statement. Analysts and rating agencies are also 

inquiring about how strategies align with risk appetite. 

 

A risk appetite process can provide greater clarity of  
the risks that the company wants to assume and a better 
understanding of the relative tradeoffs between risks  
and returns. 
                                                             
1 PwC, Annual Corporate Directors Survey, 2013. 
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So what is risk appetite? 
Risk appetite is the amount of risk an organization is willing to accept in pursuit of 

strategic objectives. Thus, it should define the level of risk at which appropriate 

actions are needed to reduce risk to an acceptable level. When properly defined and 

communicated it drives behavior by setting the boundaries for running the business 

and capitalizing on opportunities. 

A discussion of risk appetite should address the following questions: 

 Corporate values - What risks will we not accept? 

 Strategy - What are the risks we need to take? 

 Stakeholders - What risks are they willing to bear, and to what level? 

 Capacity - What resources are required to manage those risks? 

Risk appetite is a matter of judgment based on each company’s specific 

circumstances and objectives. There is no one-size-fits-all solution. 

 

The risk appetite process 
Management is responsible for the development and articulation of the company’s 

risk appetite.  

It starts with an understanding of the company’s strategic goals and objectives, 

stakeholder perspectives, risk culture, and risk experience. With this as the 

foundation, management continues the risk appetite process by developing the 

company’s risk profile, risk capacity, qualitative risk assessments, and quantitative 

risk analysis and limits.  

 Risk profile: Management’s assessment of the company’s top risks and the 

internal controls and capabilities to manage those risks. The risk profile can 

address strategic, market, financial, operational, organizational, and legal and 

regulatory risks, among others. 

 Risk capacity: The actual amount of risk the company could bear. It requires 

an assessment of the amount of risk a company can accept based on financial, 

operational, and reputational impacts. 

 Qualitative risk assessment: Management’s categorization and 

prioritization of the company’s top individual risks relative to one another. The 

categorization and prioritization takes into account the risk, reward, and risk 

mitigation activities.  



 

Defining risk appetite 4 

 
 Quantitative risk analysis: The use of rating scales to bring a greater 

degree of precision and measurability to risks. Rating scales can include simple 

estimates, benchmarking, and sophisticated probability models. While not all 

risks are quantifiable, this analysis can be used to set limits for strategic 

decision making regarding certain business activities. For example, a company 

may set the following risk limits: 

– Lines of credit: A $500 million credit line with an individual bank in 

order to avoid an over-concentration of credit risk.  

– Exchange rate volatility: Enter an emerging market with an exchange 

rate volatility of less than 10% for a three year period.  

– Supply chain partners: The company will only operate with supply chain 

partners that have a specific credit rating.  

Risk appetite can now be defined using the comprehensive results of the processes 

discussed above in conjunction with an evaluation of the interrelationships of key 

risks to determine how much risk is acceptable in pursuing strategic objectives. It is a 

complex task requiring significant judgment to balance risk and reward, taking into 

consideration the perspectives of various stakeholders.  

Risk appetite should be explicit enough to drive company behavior and strategic 

decision-making, and pragmatic enough to facilitate ownership and usage across the 

company. It is generally developed at a high-level and followed by more definition for 

specific strategic objectives or business activities. 

In developing risk appetite, management should also consider the company’s risk 

tolerance levels, or the acceptable levels of variability to achieving strategic 

objectives. Tolerance levels are generally defined for specific risks and can vary based 

on the importance of the strategic objectives to the company and the relative 

cost/benefit of achieving the objective.  

Risk definitions  

A written risk appetite statement can help 

formalize and clarify the company’s overall 

approach to risk. It can help communicate and 

create transparency with employees and external 

stakeholders.  

A training program to help employees 

understand the company’s risk appetite and its 

impact on day-to-day activities, and to promote 

desired behaviors throughout the organization is 

important. It is also beneficial to embed risk 

appetite into business activity planning and 

relevant company policies and procedures.  

Risk appetite

The amount of risk an 
organization is willing to 
accept in pursuit of strategic 
objectives. 

Risk capacity 

The actual amount of risk the 
company could bear based on 
its financial and operational 
capabilities.

Risk tolerance 

The acceptable levels of 
variability to achieving 
strategic objectives. 
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An excerpt of a risk appetite statement from a health care company: The 
company has specific objectives related to (1) quality of customer care, (2) 
attracting and retaining high-quality physicians and health researchers, and (3) 
building sustainable levels of profit to provide access to needed capital and to 
fund existing activities. The statement starts as follows: 
 
The Organization operates within a low overall risk range. The Organization’s 
lowest risk appetite relates to safety and compliance objectives, including 
employee health and safety, with a marginally higher risk appetite towards its 
strategic, reporting, and operations objectives. This means that reducing to 
reasonably practicable levels the risks originating from various medical 
systems, products, equipment, and our work environment, and meeting our 
legal obligations will take priority over other business objectives. 
 
Source: COSO’s Enterprise Risk Management-Understanding and 
Communicating Risk Appetite, January 2012.  

 

The board’s role in overseeing risk appetite 
The board and its committees have responsibility for risk oversight, and that includes 

risk appetite. But how does a board do this? It should have regular substantive 

discussions about the company’s risk appetite and strategic objectives. It should 

monitor the implementation of the company’s risk appetite process. The board 

should also be informed when tolerance limits are either exceeded (meaning too 

much risk is being taken) or not obtained (meaning too little risk may be taken) and 

understand if either of these scenarios may signify the company needs to adjust its 

activities.  

A company’s strategic objectives and risk profile may change with new strategies, and 

with changes in the business environment, economic conditions, competition, and 

other factors. Key stakeholder opinions can influence this, too. Directors will want to 

take these dynamics into account and make sure they stay current on their 

understanding of risk appetite. 

 

 

A company that doesn’t meet its risk tolerance level for a 
particular business activity may be taking too little risk and 
reducing its overall opportunity and potential reward. 
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Questions boards should consider asking 
management about risk appetite: 
 

 Does the company have a continuous risk assessment process in place that 

identifies, prioritizes, and analyzes the key risks? Are the key risks aligned with 

the company’s strategic goals and objectives? 

 Does the company have an ongoing process to update its risk profile to respond 

to major changes in strategic direction, business activities, and the business 

environment?  

 Does the company have the capabilities required to assess and manage the 

risks it is taking on today and the risks that it will be taking on as a result of its 

strategic imperatives? 

 Does the company have a structured process in place to continuously evaluate 

and adjust its risk appetite and tolerances, both positive and negative, as 

changes in strategic goals and objectives occur? 

 Are changes in the corporate risk appetite and tolerances communicated 

effectively to internal and external stakeholders and integrated into the 

company’s risk based strategic initiatives? 
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To have a deeper discussion about how this topic might impact your business, please 

contact your PwC engagement partner or one of the following individuals: 

Mary Ann Cloyd 

Leader, Center for Board Governance  

(973) 236 5332  

mary.ann.cloyd@us.pwc.com 

Ron Kinghorn 

Partner, Risk Consulting  

(617) 530 5938  

ron.kinghorn@us.pwc.com 

Barbara Berlin 

Director, Center for Board Governance  

(973) 236 5349  

barbara.berlin@us.pwc.com 

Michael Chagares 

Director, US Performance Governance, Risk & Compliance 

(703) 627-2444 

michael.j.chagares@us.pwc.com 

Ken Hooper 

Director, US Performance Governance, Risk & Compliance 

(919) 606-7740 

ken.hooper@us.pwc.com 
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